IN THE UNITED STATES BANKRUPTCY COURT FOR THE
WESTERN DISTRICT OF MISSOURI

IN RE:

JERRY A. PFAUTZ and
SUZANNE PFAUTZ,

Case No. 01-60164

N N N N N NS

Debtors.

MEMORANDUM OPINION

The Chapter 7 trustee (the Trustee) filed a motion to compe Liberty Bank to turn over
certan uncatificated securities, owned by debtors Jerry and Suzanne Pfautz, in which Liberty
Bank dams a security interest.  Though this motion is related, in essence, to the issue of the
perfection and priority of Liberty Bank’s lien, the Trustee did not file an adversary proceeding
as required by Rule 7001(2) of the Federal Rules of Bankruptcy Procedure. Liberty Bank did
not, however, object, so | will treat this matter as an adversary proceeding. This is a core
proceeding under 28 U.S.C. 8§ 157(b)(2)(K) over which the Court has jurisdiction pursuant to
28 U.S.C. § 1334(b), 157(a), and 157(b)(1). The fdlowing congitutes my Findings of Fact
and Conclusons of Law in accordance with Rue 52 of the Federa Rules of Civil Procedure
as made agpplicable to this proceeding by Rule 7052 of the Federal Rules of Bankruptcy
Procedure.

ISSUE PRESENTED

Debtors granted Liberty Bank a security interest in uncertificated securities. Liberty
Bank and the debtors established a loan collatera account to hold the securities. The loan
collateral account is adminidered by a transfer agent designated by the issuer of the securities.

The trandfer agent will only relesse the securities upon indructions from Libety Bank. In



order to perfect a security interest in uncertificated securities under Missouri law the secured
party must exercise control over the securities. Control is defined as having the power to sdl
the securities without the consent of the owners. The Third Paty Pledge Agreement grants
Liberty Bank the authority to dispose of the securities in the event of default, but does not
soecificdly say that Liberty Bank can <l the securities without the consent of the debtors.
Did debtors agree to dlow Liberty Bank to sdl the securities without their consent when they
dgned the Third Party Pledge Agreement, thus granting Liberty Bank control of the securities?
DECISION

The language in the Third Party Pledge Agreement authorizes the secured party to
dispose of the collaterd in the event of default. By sgning the Agreement, the debtors agreed
to dlow Liberty Bank to sl the uncertificated securities without their consent. Thus, Liberty
Bank properly perfected its security interest.

FACTUAL BACKGROUND

Sometime prior to January of 1998, debtors acquired 289.786 shares of Guardian Park
Avenue Fund-A (Guardian), Account Number 52576-3, in the form of uncertificated securities
(the Uncertificated Securities). On January 14, 1998, debtors executed a “Third Paty Pledge
Agreement” in which they granted Libety Bank a security interest in the Uncertificated
Securities. On May 1, 1998, debtors, Liberty Bank, and State Street Bank and Trust Company
(State Street), as the transfer agent for Guardian, established a separate Loan Collatera
Account by executing a Loan Collatera Account Edablishment Request for Recording of

Assgnment as Security (The Request). The debtors, a vice-presdent of Liberty Bank, and the



Client Relations Officer for State Street signed the Request.!

On January 23, 2001, debtors filed a Chapter 7 bankruptcy petition. As of December
31, 2000, the Uncertificated Securities had a market value of $11,933.39. On February 14,
2001, Liberty Bank filed a motion to lift the automatic stay to dlow it to foreclose its security
interest in the Uncertificated Securities. The Trustee filed a response in which he damed that
Liberty Bank had faled to prove its security interest was perfected. On March 21, 2001, this
Court hdd a hearing on Liberty Bank’s moation, which it then continued at the request of the
parties to alow counsd for Liberty Bank to obtain additiona documentation of perfection. On
April 4, 2001, the continuation date, the parties again requested additional time, and the hearing
was continued to April 25, 2001. On April 25, 2001, counsel for Liberty Bank announced that
he would withdraw his motion to lift the automatic stay until such time as the parties could
relve the perfection issue. On May 9, 2001, the Trustee filed this motion for an Order
compdling Liberty Bank to turn over the Uncertificated Securities. On May 30, 2001, this
Court held a hearing on the motion to compe turnover. At the hearing, counsd for Liberty
Bank requested an opportunity to depose by telephone a representative of the transfer agent
concerning  the procedures followed by Liberty Bank and such transfer agent. The Trustee did
not object to this request. The Court, therefore, alowed the parties ten days within which to
conduct a telephone depostion. On June 6, 2001, the Trustee and counsd for Liberty Bank

deposed Traci Connery.  Ms. Connery is a divison manager for Nationa Financid Data

Bank’'sEx. # 1.



Sarvices (NFDS), a subsdiary of State Street, and the sarvicing agent, or record- keeping agent,
for Guardian. Ms. Connery tedtified that NFDS mantans Guardian's mutual fund accounts.
Ms. Connery aso tedified as to the procedures NFDS uses to establish a loan collatera
account, and the procedure for redeeming any uncertificated securities subject to a security
interest. Ms. Connery stated that NFDS transferred the Uncertificated Securities into the loan
collaterd account on June 9, 1998, and that, since that time, the loan collaterd account has
contained a “stop transfer,” which freezes the assets. Ms. Connery aso testified that NFDS
would only act upon indructions from Liberty Bank to release the collatera held in the
account. She further stated that the release does not require the signature of the debtors. The
Trustee objected to some of Ms. Connery’s replies. On June 11, 2001, counsel for Liberty
Bank submitted the transcript, and this Court is now prepared to rule.
DISCUSSION

Uncertificated securities are  securities that are not represented by certificates?
Pursuant to the Uniform Commercid Code, uncertificated securities are defined as investment
property:

(f) “Investment property” means.

(i) A security, whether certificated or uncertificated.

A secured party pefects its security interest in uncertificated securities by controlling the

securities:

2Mo. St. Ann. § 400.8-102(a)(18).
SMo. St. Ann. § 400.9-115(1)(F)(i) (Supp. 2001).
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(4) Pefection of a security interest in invesmert property is governed by the
following rules

(& A security interest in investment property may be perfected by
control.*

A purchaser, or secured paty,® has control of an uncertificated security if it has accepted
delivery, or if the issuer agrees to comply with the purchaser’s ingructions without consent
from the registered owner:
(¢) A purchaser has “control” of an uncertificated security if:

(1) The uncertificated security is delivered to the purchaser; or

(2) The issuer has agreed that it will comply with the ingructions

originated by the purchaser without further consent by the

registered owner.®
Liberty Bank does not contend that it has accepted ddivery of the Uncetificated Securities
by becoming the registered owner. The issue, therefore, is whether Liberty Bank can demand
that Guardian, or its transfer agent, redeem or dispose of the Uncertificated Securities without
regard to the Pfautzes wishes. The Trustee contends that neither the Third Paty Pledge

Agreement nor the Loan Collaterd Account contains a provison wherein the issuer agrees to

comply with indructions from Liberty Bank without consent of the debtors. Liberty Bank

“Mo. St. Ann. § 400.9-115(4) (Supp. 2001).

°See Mo. St. Ann. § 400.1-201(32) and (33), which defines a purchaser as one who takes by
purchase, and defines purchase to inlcude “taking by sde, discount, negotiation, mortgage, pledge, lien,
iSsue or re-issue, gift or any other voluntary transaction creating an interest in property.”

®Mo. Stat. Ann. § 400.8-106(c) (Supp. 2001); Inre U.S. Physicians, Inc., 236 B.R. 593, 604
(Bankr. E.D. Penn. 1999).




argues tha it controls the loan collaterd account and is, therefore, perfected, since the issuer
will respond only to itsingructions.

| begin with the exhibits from both the trid and the deposdtion. The Third Paty Pledge
Agreement is Sgned by Jerry and Suzanne Pfautz, and it purports to grant Liberty Bank a
security interest in “MUTUAL FUND ACCT # 52576."" No one disputes that Mutud Fund
Acct. # 52576 is the Guardian Fund Account. The Pledge Agreement spells out the rights of
Liberty Bank as the secured party and provides that:

Pledgor agrees that Secured Party may a any time, whether before or after the

occurrence of an Event of Default and without notice or demand of any kind, (i)

natify the obligor on or issuer of any Collateral to make payment to Secured

Party of aty amount due or didributeble thereon, (i) in Pledgor's name or

Secured Party’s name enforce collection of any Collateral by suit or otherwise,

or surrender, release or exchange dl or any part of it, or compromise, extend or

renew for any period any obligation evidenced by the Collaterd, (iii) receive dl

proceeds of the Collaterd, and (iv) hold any increase or profits received from

the Collaterd as additiond security for the Obligations, except that any money

received from the Collaterd dhall, at Secured Party’s option, be applied in

reduction of the Obligations, in such order of agpplications as Secured Party may

determine, or be remitted to Debtor.®
In this document the debtors grant to Liberty Bank done the right to indruct Guardian, as the
issuer of the collaterd, to sdll the Uncertificated Securities.

Ms. Connery tedified that in order to perfect a security interest in Uncertificated

Securities, both the registered owner and the secured paty must request the establishment of

a loan collatera account. It is undisputed that Liberty Bank and the Pfautzes made such a

Tria Ex. #2.

8d. at 1 3.



Reguest. The Request identifies the collateral as the Guardian Park Avenue Fund, Account
Number 52576-3.° In the Request, the Pfautzes indruct State Street, as the Fund's transfer
agent, to record the Guardian shares pledged, along with Liberty Bank’s security interest,

on the books and records of the Fund and on the initid transaction statement. The Request

aso contains the following ingtructions:

transfer such shares into separate Loan Collateral Account . . . registered on the
books and records of the Fund in the following manner:

1) LOAN COLLATERAL ACCOUNT

2) LIBERTY BANK PLEDGEE

3) JERRY A. PFAUTZ AND SUZANNE PFAUTZ Sharehold(s)/Pledgor(s)

4) 4133N HAVEN SPRINGFIELD MO 65803%
The Request states that the instructions contained within the Request cannot be amended or
terminated without the prior written consent of Liberty Bank, and that Liberty Bank's rights
ghdl be in accordance with the procedures established and in effect between the Fund and State
Street.’* The Request directs the issuer to distribute the Uncertificated Securities to a Loan
Collaterd Account.’? Findly, the Request provides that “[€]xecution and return of this Request

of Assgnment as Security by State Street shal serve as notice that State Street has recorded

the Pledge and security interest herein referenced on the books and records of the Fund as

9Trid Ex. # 1.

10|_d.



required under the applicable provisons of the Uniform Commercid Code.”*®* The Request
contains the signature of one Wilma Collado, Client Rdations Officer for State Street.

During Ms. Connery’s depodtion, she tedtified that Wilma Collado is her manager at
NFDS, and tha Ms. Collado is dso a vice-presdent of Boston Financid Services, a parent
company of NFDS.** She dso tedified that NFDS follows the written procedures of their
parent company, Boston Fnancid, when establising a loan collaera account. The Trustee
objected to Ms. Connery’s tesimony regarding the rdaionship between State Street and
NFDS and the rdaionship between NFDS and Boston Fnancial. | find, however, that the
Trustee offered no evidence to contradict Ms. Connery’s tesimony that NFDS is a subsidiary
of State Street and, as such, is the record keeping agent for Guardian. | dso find it rdevant that
State Street desgnated Ms. Connery as its representative to testify to the procedures it follows
asthe transfer agent for Guardian.

At Ms. Connery’s depostion, Liberty Bank offered a document titled “ASSIGNMENT
OF ACCOUNT AND ESTABLISHMENT OF LOAN COLLATERAL ACCOUNT."® Part | of
this document sets forth the procedure for assgning an account or edablishing a loan
collatera account. It provides asfollows:

The shareholder(s) and account officer of the lending inditution . . . [shdl]

complete three copies of the Assignment of Securities Account and Control
Agreement and the Request for Recording of Assignment as Security,

13|_d.
¥Depo, pg. 18, In. 18 and pg. 19, In. 11.

*Depo Ex. 2.



Section One, and return three sSgned originds to Boston Financid. These

forms serve as a request from the shareholder to transfer the indicated number

of shares into a separate Loan Collateral Account and to record the security

interest on the books and records of the Fund. All signatures must be

guaranteed.®
The Trustee objected to the admisson of this document on the grounds that it is the form
used by Boston Fnencid, not NFDS. Ms. Connery, however, tedtified that NFDS, as a
subsdiary of Boston Fnancid, uses its forms and follows its procedures. The Trustee
offered no evidence to dispute Ms. Connery’'s statement. | again find that the Trustee, as the
movant here, has the burden of proof in this matter.l” And the issuer’s transfer agent
goparently recognizes the procedures edtablished by Boston Fnandd, as Ms. Connery
tedtified that the loan collateral account is frozen, and only Libety Bank can release the
freeze® According to the procedure set forth, the Request mug identify the account, the
name of the pledgee, the shareholder’s name, and the shareholder’s address. | find that Tria
Ex. # 1 contains this information. Findly, upon receipt of the documents, the issuer shall:

18) Establish aLoan Collateral Account.

1b) Reinvest digributions to the Loan Collatera Account or establish a specid mail

file to the shareowner as indicated on the Regquest for Recording form.

1c) No privileges are carried over or established.
1d) Transfer shares from the assgnor's account to the Loan Collaterd

16|_d.

1"See In re Fund Raiser Products, Co., 163 B.R. 744, 748 (Bankr. E.D. Penn. 1994) (finding
that the party contesting the proper perfection of a security interest in stock bears the burden of proof
asto that issue, while the secured party has the initid burden of production). See also Chicago Title &
Trust Co. v. Central Trust Co. of lllinois (In re Mosder Co.), 239 F. 262, 265 (7" Cir. 1917) (holding
that the trustee bears the burden of proof asto whether a preference occurred).

¥Depo, pg. 13, In. 8-9.



Account.

1e) Place a Stop Transfer on the Loan Collateral Account.

1f) Code the assgnor's origind account Non Purge Y <o that it will be

available for transfer deposit when the collatera shares are released.*®
Ms. Connery tedified that NFDS followed dl of these procedures. She sated ,"[W]e
transferred the account into the loan collateral account on June 9, 1998, and we have had a
stop transfer, which freezes the assets in that account since that time, and have not removed
it."? She further tegtified thaa NFDS would only release the collatera in the loan collatera
account upon indructions of Liberty Bank.? Based upon the language in the Request and the
Third Party Pledge Agreement, | find that the Pfautzes granted Liberty Bank the right to sdl
the Uncertificated Securities upon their default, and, thus, they consented to the possibility
of such a sde. Tha conditutes control pursuant to section 400.8-106(c) of Missouri’s
Revised Statutes. |, therefore, find that Liberty Bank properly perfected its security interest

in the Uncertificated Securities, and | will deny the Trustee's mation for turnover.

An Order in accordance with this Memorandum Opinion will be entered this date.

/s/ Arthur B. Federman
Chief Bankruptcy Judge

Date:

¥Depo Ex. # 2.
2Depo, pg. 10, Ins. 4-8.
21d., pg. 15, Ins. 22-23.
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